T
he aim of domestic financial liberalisation and deregulation is to improve economic performance through increased competitive efficiency within financial markets, thereby indirectly benefiting non-financial sectors of the economy through three major channels: firstly, the removal of regulations and price distortions should permit savings to be directed into highest-yielding (risk-adjusted) forms of investment (improved allocative efficiency); secondly, increased competition should reduce the costs of financial intermediation (higher operational efficiency); and thirdly, the reform measures should generate an improved range of financial products and services adaptable to changing consumer needs (dynamic efficiency). The removal of price and quantity restrictions from portfolio structures is also expected to make for a safer fi nancial system by i mprovi ng the ability of financial institutions to manage risk and hence make managers more accountable for their portfolio decisions.
The main objectives of external financial liberalisation have been the improved functioning of the financial sector, thereby achieving a more efficient distribution of real and financial resources amongst alternative economic uses. The gains in efficiency accompanying this process appear to arise from the promotion of competition among financial intermediaries, enabling them to incorporate financial innovations initially developed in other countries. 1 Innovation and competition are bound to stimulate and improve the functioning of domestic markets, giving rise to positive effects on the price, diversification and quality of financial assets:
[] Intermediation margins are squeezed, costs of funds to borrowers are lower and returns for lenders are higher. In * Hamburg Institute for Economic Research (HWWA), Hamburg, Germany. addition, lower transaction costs for non-financial market participants can be expected.
[] A higher quality of financial assets results from greater liquidity for asset holders due to deeper markets with well capitalised market participants, homogeneous pricing as well as better tailoring of financial needs in terms of liquidity and instruments through a wider range for separating, hedging and spreading of risks.
[] The modernisation of financial structures is strengthened as the liberalisation of capital movements provides greater incentives to improve the regulatory framework of domestic financial systems. In addition, the modernisation of the financial markets opens up new channels for mobilising and improving the efficiency of investment, which, in turn, is essential for enhancing economic growth and the development of modern economies.
In the last decade, many of the more advanced developing countries in Latin America (in particular Argentina, Chile and Uruguay) and in Asia (for example, Indonesia, Malaysia, Korea and Taiwan) have, in the framework of more comprehensive liberalisation strategies, also deregulated and opened up their financial markets. Their experiences can be summarised as follows 
DEVELOPMENT STRATEGY
high and volatile inflation rates, remained, however, rather modest. The experiences of Korea and Taiwan suggest that for the provision of risk capital new instruments and markets have to be developed in addition to maintaining stable interest rates and low inflation rates.
[] In most of the reforming countries, private net real savings did not increase significantly in spite of high real rates of interest (with the notable exception of Korea and Taiwan). Financial opening also did not contribute substantially to increasing real investment in the capital stock, for capital flows from abroad went into more liquid forms of investment. Hence, at least in the short-run financial reforms did not stimulate growth, an experience that could also be observed in reforming OECD countries.
[] Contrary to theoretical expectations domestic interest rates did not converge to the international rates, especially in the Latin American countries.
[] Almostall reforming countries experienced-although to differing degrees -banking crises. They were most pronounced in the Southern Cone countries.
The following article assesses the impact of financial liberalisation on financial sector efficiency and concentrates on microeconomic analyses that have been advanced to explain sustained interest differentials after financial opening, stressing structural impediments in the domestic financial sector-segmented credit markets, the oligopolistic structure of the finance industry and the overhang of bad loans.
Financial Sector Efficiency
Developing financial indicators of allocative efficiency is a complex task requiring analytical calculations of relative rates of return to which financial flows respond, including the interaction between inflation and the taxation system. Such an effort would also require indicators of productivity gains associated with corporate (and other forms) of expenditure. Another way to look at allocative efficiency gains due to financial liberalisation is to ask whether the pricing of fi nanci al i nstru ments is appropri ate, particularly with respect to risks. The underpricing of risk would be allocationally inefficient, leading the financial system towards excessive exposure to high-risk activities. These areas are complex and require specialised data and analysis which are not easily available in the reforming countries.
Little empirical work has been done to evaluate the 3 Yoon-Je Cho: The Effect of Financial Liberalization on the Efficiency of Credit Allocation. Some Evidence from Korea, in: Journal of Development Economics, VoI. 29, 1988, No. 1, pp. 101-110. 242 beneficial effect of financial liberalisation on the efficiency of credit allocation. An exception is Cho's study 3 of Korea's recent experience with financial liberalisation, analyzing changes in the variation of average borrowing costs across different sectors and industries using consolidated balance sheets and income statements of firms. Comparing marginal returns on capital investment across sectors and industries (thereby abstracting from risk, uncertainty and transaction cost) the study concludes that the allocative efficiency of credit has been substantially improved since the Korean government adopted its financial liberalisation policy. This result was mainly achieved by three effects: firstly, a reduction of the difference in the average costs of credit for different (i.e. favoured and non-favoured) sectors; secondly, a reduction of the gap between bank or foreign loans and other credit sources' lending rates; and thirdly, a narrowing of the range of bank loan rates for various types of bank credit.
A serious shortcoming of Cho's approach is, however, that even in a liberal financial system financial intermediaries ration credit in terms of non-price factors. A reduction in the differences in borrowing costs is therefore not an adequate measure of the allocative efficiency gains attributed to financial liberalisation. But estimates of the rates of return on investment in different sectors and industries, especially in the long rung, are not easy due to the lack of adequate data.
Operational Efficiency
Similarly difficult to the assessment of the impact of financial reform on the allocative efficiency of investment is the measurement of how financial liberalisation policies have affected the operational efficiency of the banking sector in the reforming countries. Gains in operational efficiency can be expected to derive from factors which increase competition or, alternatively, from factors which break down barriers that inhibit organisational changes consistent with cost reductions through economies of scale. 4 In principle, increased competition should reduce banks' interest margins to the extent that they are forced to offer lower rates for lending and pay higher rates to attract deposits.
The measurement of improvements in bank efficiency would require detailed data on bank spreads before and after the financial reform. A systematic quantitative assessment of operational efficiency gains achieved through financial reform faces serious constraints, however. 5 The usefulness of operating ratios is 40ECD: The Role of Indicators in Structural Surveillance, Paris, 1990. 5 Dimitri Vittas: Measuring Bank Efficiency, The World Bank, Washington D.C. 1991 (mimeo).
